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KEY ECONOMIC INDICATORS: HUNGARY 
In Billions of Current US Dollars Unless Noted 
1985 1986 1987% 1988% 


DOMESTIC ECONOMY 

Population (millions) 10.66 10.62 10.62 10.62 
Population Growth (%) (2) (.1) 0 0 
GDP (current dollars) 20.3 20.8 20.8 19.2 
GDP per capita (curr't $) 1904 1951 1951 1801 
GDP % change (1984=100)@ 99.5 100.0 100.5 100.5 
CPI % change (1984=100)@ 107.0 112.5 123.0 138.0 


PRODUCTION AND EMPLOYMENT 

abor Force (thousands 4916 4910 4900 4900 
Industrial Production 

% Growth (1984=100)@é@ 100.7 102.5 104.0 105.5 
Agricultural Production 

% Growth (1984=100)@é 95.2 97.7 96.7 98.0 


CURRENT ACCOUNT 


CONVERTIBLE CURRENCY ACCOUNT 

Exports, FOB 4.48 
Imports, CIF 4.18 
Trade Balance - 30 
Current Account Balance (.46) 


NONCONVERTIBLE CURRENCY ACCOUNT 
Exports 4.46 
Imports 4.14 
Trade Balance “ae 
Current Account Balance 41 


Gross Convertible Debt 11.76 
Net Convertible Reserves 3.54 
Average Exchange Rate 

(X HFT = $ 1.00) 47.35 


U.S.-HUNGARIAN TRADE** 

U.S. Exports to Hungary -094 
U.S. Imports from Hungary 241 
U.S. Share of Hungarian 
Convertible Currency Market ($%) 
--Hungarian Exports §.38 
--Hungarian Imports 2.22 


Sources: National Bank of Hungary, Central Statistics Office, 
IMF, US Department of Commerce. NOTES: * Estimated. 

ek Differs from Hungarian. @ Nominal constant forint terms. 

@@ Volume terms. 





SUMMARY 


External factors such as the Chernobyl disaster and an 
unprecedented deterioration in terms of trade battered the 
Hungarian economy in 1986. Ineffectual attempts at reforming 
industry and increasing the market orientation of the economy, 
however, merely underscored Hungary's systemic inability to 
respond to sudden shifts in the international market, 
Disappointing first-quarter performance and imposition of hard 
currency import restraints suggest stagnation will continue 
through the end of the decade unless the government can muster 
the political will to effect a timely and comprehensive program 
of market-oriented structural adjustment. 


The National Bank of Hungary's absolute commitment to servicing 
its debt until recently has contributed to a high level of 
international lender confidence in Hungarian finance. 
Heightened Western concern over continued poor economic and 
current account performance has contributed to apparent 
slippage in this confidence, however, if the lukewarm response 
in May to the National Bank of Hungary's $400 million 
Eurosyndication is any indication. In an effort to allay these 
concerns, Hungary has taken some real steps towards financial 
reform. These include the devolution of the domestic 
commercial banking function from the National Bank to five 
newly created and revamped commercial banks, and preparations 
to implement a personal and value-added tax in 1988. While 
total available domestic credit has suffered as a consequence 
of monetary austerity, the rational use of what resources there 
are can be expected to improve as a result of the increased 
competition for forints and borrowers. 


U.S. agricultural and related industrial products continue to 
maintain good potential for direct sales to Hungary, with 
available World Bank financing making direct sales 
possibilities best in agriculture, energy, telecommunications, 
process industries, and transportation. Moreover, attempts to 
restructure industry and increase its efficiency have created 
new opportunities for consultancy contracts as enterprises 
strive to emphasize "know-why" as much as "know-how." Recent 
liberalization of joint venture laws provide similar 
opportunities in direct investment, as six U.S.-Hungarian joint 
ventures prepare to join the seven already operating in Hungary. 
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PART A: CURRENT ECONOMIC SITUATION AND TRENDS 


Overview: Resource Constraints Force Emphasis on Reform, 
Foreign Trade 


Hungary possesses few natural resources other than agriculture, 
rich bauxite deposits, and some lesser coal, oil, and natural 
gas deposits. Nonetheless, a strategic location in the heart 
of Central Europe, a dynamic, well-educated population, and a 
recent history of government policies favoring exports have 
enabled this small country to improve its standard of living 
through foreign trade, which today accounts for about 55 
percent of gross domestic product (GDP). 


The on-going New Economic Mechanism reform is the linchpin of 
Hungarian economic and social policy. Its tendency to support 
decentralization, private initiative, market orientation, and 
social pluralism has helped shape Hungary's development since 
initiation in 1968. Emphasis on foreign trade and reform has 
helped push the nation's level of economic development ahead of 
all East European countries except East Germany and 
Czechoslovakia, and arguably has provided Hungarians with the 
best quality of life in Eastern Europe. 


Partial retrenchment in the early 1970's contributed to a 
delayed reversal of many of the reform's early gains. As a 
result, Hungary's growth rate fell from about 6 percent in 
1971-78 to just 1.6 percent during 1979-85. An expected upturn 
in economic performance in 1986 failed to materialize. The 
convertible currency current account incurred a deficit of 
$1.41 billion versus an expected surplus of $30 million, while 
growth of GDP inched up half a percent against planned growth 
of 2 to 2.5 percent. A 7.5 percent deterioration in terms of 
trade combined with such exogenous factors as continued drought 
and the Chernobyl nuclear disaster wreaked havoc upon 
government efforts to improve exports. However, a national 
consensus exists that the root of the country's economic 
problems is structural, and a reluctant leadership faces 
increasing pressure to sharply accelerate the pace and scope of 
market-oriented reform. 


Outlook for 1987: Pressure to Do More with Less 


Slowdown is continuing into 1987. Disappointing first quarter 
performance has led the National Planning Office to revise its 
initial projection of 2 percent end-year growth to 1.5 
percent. More alarming, however, is the widening gap between 
convertible currency and ruble trade. While ruble trade 
improved from a $115 million deficit for January-February 1986 
to a $146.7 million surplus for the same period in 1987, the 
balance of convertible currency trade deteriorated from a 
$116.5 million deficit to a $113.8 million deficit. 
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A first quarter 1987 package of measures, including price 
increases, an 8 percent trade-weighted forint devaluation, and 
a $300 million credit squeeze failed to restore balance to the 
Hungarian current account. Therefore, the government is 
pursuing a "second package" of more price increases, broader 
application of the new bankruptcy and refloatation laws, and 
consumer austerity in an effort to further stimulate export 
production. Few expect the second package to succeed any 
better than did the first, while an imposition of restraints on 
Western imports raises concerns about enterprises' ability to 
modernize and expand capacity. 


Hungary's trade with other socialist countries surged to 56 
percent of total trade in 1985, from what had been an even 
division between the country's hard and soft currency trading 
partners. This trend has intensified, contributing to an even 
greater widening of the gap between convertible currency and 
ruble trade performance. In addition to being a member of CMEA 
(Council for Mutual Economic Assistance), Hungary holds 
membership in the International Monetary Fund, the Internatinal 
Finance Corporation, the General Agreement on Tariffs and 
Trade, the International Wheat Council, and the International 
Bank for Reconstruction and Development (World Bank). 


Agriculture: Continued Deterioration in Terms of Trade 


Agricultural production fell 5 percent short of plan targets in 
1986, but nonetheless exceeded 1985 performance levels by 2.5 
percent. Continued drought heavily affected wheat, vegetables, 
and grapes, while abnormally cold weather affected such winter 


crops as rapeseed, resulting in farm losses estimated at $250 
million. 


Fall-out from the Chernobyl disaster resulted in $16 million in 
compensation requests from affected Hungarian agricultural 
producers, of which over $8 million was eventually awarded. 

The European Community's more than month-long ban on East 
European products following the disaster further affected hard 
currency earnings, with credible estimates of losses ranging 
from $6-$15 million. Finally, the worldwide deterioration in 
commodity prices and increased cost of needed productive 
capital has cut agricultural terms of trade by as much as 8.5 
percent. Losses here easily topped $100 million. On the 
positive side, however, corn, oilseed, and sunflower production 
hit record levels, while swine numbers pulled out of their 
summer nosedive to end the year 500,000 animals ahead of 1985's 
total. 
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Prospects for 1987 are not the best, but are better than last 
year, despite several negative signs. Severe winter weather 
reduced total winter barley and wheat acreage by some 75,000 
hectares. Crop germination is below normal levels. Fruit 
trees and grape vines were similarly affected by the harsh 
weather. In partial compensation for this, sunflower, corn, 
soybean, and certain specialty crop plantings can be expected 
to increase as they did in 1986. In an attempt to stimulate 
production of export-sensitive items, the government has raised 
producer prices for such items as meat, milk, broilers, and 
wool, while increasing subsidies for veterinary items, 
fertilizers, and agricultural fuels. Increased attention to 
agricultural investment is expected to continue, with 
particular emphasis placed on animal production. 


The government also has initiated bail-out programs intended to 
deal with the approximately $260 million of accumulated farm 
debt, particularly losses incurred due to the 1985 drought. 
However, reformists believe that structural change of the 
country's state and cooperative farm sectors is needed to 
Stimulate agricultural productivity and reverse the constant 
losses which plague some 20 to 30 percent of the country's 
farms. Their recommendations (and others concerning industry, 
finance, and society) have been circulated in an unpublished 
compendium entitled "Fordulat es Reform" (Turnabout and 
Reform), commissioned by the party-controlled People's 
Patriotic Front from a number of radical reform economists. It 


is now under discussion at the highest government and party 
levels. 


Industry: Export Promotion and Import Substitution 


The year 1986 saw industrial expansion of 1.4 percent, well 
below the planned target of 2 to 2.5 percent, but a significant 
improvement over 1985's expansion of only 0.7 percent. 
Production performance in machine building, building materials, 
metallurgy, food processing, and electrical energy increased. 


Light industry held steady in production volume with its 1986 
level, while that of the extractive sector stagnated slightly. 
On the value side, production inefficiencies and steadily 
increased subsidies continued to characterize construction, 
mining, steel, and meat processing. Further improvement is 
suggested by first-quarter 1987 industrial expansion of 3.2 
percent relative to the same period in 1986, with gainers in 
all sectors despite a day-time temperatures averaging 1.5 
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degrees Celsius less than a year before. However, a May survey 
of 2,135 manufacturers indicates that shortages of imported 
capital and resources and business uncertainty constrain 
product line improvement and innovation. This suggests little 
likelihood of significant improvement in exports to the West. 


In 1986, the Hungarian Government began a five-year, $500 
million World Bank-assisted program of industrial 
restructuring. It combines continuing emphasis on 
industry-wide, financial and other macroeconomic reforms with 
annual projects aimed at restructuring selected subsectors to 
promote their decentralization and modernization, Fifty to 
sixty million dollars were budgeted in 1986 for plastics 
processing, the first such targeted subsector, with additional 
funds expended for moderniztion and capacity expansion of the 
meat industry. The second phase of this program for 1987 
focuses on a $150 million loan focused on the rubber, 
agricultural machinery, and food machinery subsectors. In 
addition, the World Bank has provided $70 million to support 
upgrading and reorganization of the telecommunications sector. 


The Ministry of Industry has announced plans to implement a 
more comprehensive program of industrial adjustment, which 
appears to call for increased emphasis on technological 
development, export promotion, import substitution, and the 
elimination of producer subsidies for inefficient small and 
medium-sized enterprises. Managers and reform economists 
welcome the direction of these changes, but maintain they will 
have only limited positive effect absent fundamental wage/price 
reform and radically increased managerial autonomy. 


The government continues to down-play investment in order to 
free up resources to support balance-of-payments equilibrium. 
Energy currently receives nearly half of scarce investment 
resources. This share is likely to persist through the rest of 
the 1980's as the government continues to expand its nuclear 
energy program. Currently, three 440-megawatt plants operate 
in Paks, with a fourth 440-megawatt plant due on-stream in late 
1987, and two 1,000 megawatt plants expected to begin 
operations in 1994 and 1996. 


Finance: Continued Slow Growth Threatens Debt Profile 


Hungarian money-managers have succeeded in easing many of the 
debt profile problems that erupted during the late 1970's and 
early 1980's. Over 80 percent of Hungary's combined foreign 

debt is now structured in medium- and long-term debt, with an 
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average maturity of 7 years and a spread profile of under half 
a percent, with plans to roll-over at least $800 million of 
foreign debt in 1987. This, together with Hungary's successful 
completion in the early 1980's of an International Monetary 
Fund stabilization program, its history of prompt payment (and 
prepayment) of interest on foreign debt, and continued 
excellent relations between the National Bank of Hungary and 
the World Bank and IMF, has given Hungarian finance a much 
higher level of international investor confidence than 
indicators of Hungarian economic performance might suggest. 


The best example of Hungary's ability to attract commercial 
loans at fine terms was the March syndication on the Tokyo and 
European markets of a $150 million straight at one-quarter 
percent over LIBOR (London Inter-bank Offered Rate). It is no 
accident that the Japanese should have a major hand in 
Hungarian finance's greatest triumph to date. Surplus Japanese 
liquidity, combined with the current dearth of credible 
borrowers on the world market, has until recently played a 


crucial role in enabling the Hungarians to demand and receive 
such fine terms. 


However, there are increasing signs of erosion in international 
confidence in the Hungarian financial position. Continued 
stabilization policies to dampen domestic consumption and the 
1985-86 convertible currency short-falls suggest that economic 
growth will remain sluggish for the rest of this decade, absent 
rapid introduction of fundamental, market-oriented reform. 


Western demand for Hungary's traditional export line is likely 
to remain soft in the near term, while continued borrowing from 
the West is likely to place added strain on the country's 
convertible currency account. Positive current account 
balances in its trade with CMEA countries will only partially 
offset projected hard currency losses. This is because the 
convertible currency clearing account volume is not expected to 
increase substantially, while increased ruble trade, to the 
extent that Moscow demands higher quality Hungarian exports, 
could cut into resources otherwise available for export to the 
West or formerly sold to the Soviets for hard currency. 
Heightened Western concern over these factors was clearly 
evident in the slippage in terms of the May $400 million 
Eurosyndication, for which the Hungarians were forced to accept 
terms of three-eigths over LIBOR and hefty front-end fees of 70 
basis points. 
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In an effort to at least partially counter these bearish 
prospects, the government has adopted policies of austerity and 
import substitution. The consumer price index is expected to 
increase 9.5 percent in 1987 as a result of price increases and 
wage restraint while enterprise restructuring could affect up 
to 60,000 jobs this year alone. 


Concern among ruling circles over the social effects of these 
shifts serves as a powerful brake on reformist efforts to 
sharply acceleerate the pace and scope of reform. Reformers 
counter that the country can pay the costs of reform now while 
laying the basis for long-term, sustained growth, or continue 
to muddle along, paying the costs of economic erosion and 
relegating Hungary to permanent stagnation in the process. 


PART B: IMPLICATIONS FOR THE UNITED STATES 


Trade Opportunities Best in Agriculture, Process Industries, 
Transportation, and Energy Sectors 


Despite its very real economic and financial problems, the 
Hungarian Government has repeatedly stated its interest in 
expanding two-way trade with the United States. Hungarians 
have always admired the quality of U.S. products and 
technology. Moreover, the recent 70 percent fall in the value 
of the dollar against the yen, and nearly 40 percent fall 
against the deutsche mark and related Common Market currencies 
now give U.S. products a competitive edge they lacked even a 
year ago. Examples of our heightened competitiveness include 
the recent sale of agricultural helicopters to the Ministry of 
Agriculture and the possibility of civilian passenger aircraft 
sales to Malev, the Hungarian national carrier. 


To achieve objectives of increased efficiency, quality and 
marketing of its agricultural and industrial production, 
Hungary will continue to depend on imports of Western 
technology and capital equipment. Due to hard currency 
constraints and import licensing restraints, however, Hungarian 
importers will continue to press their demands for countertrade 
and long-term cooperation, which can mean anything from joint 
research and development to joint marketing in third markets. 
U.S. companies in a position to engage in such relationships 
will certainly have an advantage over competitors when dealing 
in the Hungarian market. 
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U.S. agricultural and related industrial products continue to 
maintain relatively good potential for direct sales to 

Hungary. Best prospects include electronics production 
equipment and technology, computers, telecommunications 
equipment and technology, food processing and packaging 
equipment, specialized agricultural equipment, agricultural 
chemicals, pharmaceuticals, petrochemical production technology 
and equipment, pollution control equipment, and energy 
conservation systems and technology. The availability of World 
Bank financing has made direct sales possibilities best in the 
agricultural, energy, process industries, telecommunications, 
transportation, and chemical sectors. 


The goverment's increased interest in workplace efficiency and 
industrial restructuring has created a market for managerial 
and production consulting in sectors dependent upon World Bank 
financing. Sectors in greatest need of such services include 
meat processing, energy safety and conservation, mining, 
metallurgy, and construction. Emphasis on exports to the West 
at the same time creates a continuous need for improved 
packaging and marketing. 


The recently amended U.S. Export Administration Act of 1979 has 
to some extent liberalized controls on the sale of certain 
high-technology equipment to Hungary. The number of items 
affected by these controls has been moderately reduced, as was 


the turn-around time between application, authorization, and 
issuance of export licenses. Exporters are strongly 
recommended to consult with the Department of Commerce for 
information on export licensing requirements. 


Recent Liberalization of Joint Venture Laws Presents New 
Investment Opportunities 


Recent liberalization of Hungarian joint venture laws has 
provided U.S. firms interested in producing for the United 
States or other markets with potentially interesting new 
investment opportunities. Foreign ownership of joint ventures 
is generally held to a 49 percent ceiling, although exceptions 
can be negotiated through the Ministry of Finance. Amendments 
in 1984 and 1985 to the 1972 legislation governing formation of 
joint venture enterprises created a single corporate tax of 40 
percent on foreign joint venture profits. They further 
provided several tax and customs incentives for those joint 


ventures falling under categories of activity defined as 
economically strategic. 
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American companies deciding to invest in a Hungarian joint 
venture stand to gain several benefits. Tax incentives offer 
attractive rates of net return on investment with minimal 
political risk. Several new U.S.-Hungarian joint ventures are 
expected soon to join the seven already operating in Hungary. 

A May 1986 booklet, "Joint Ventures in Hungary," provides 
details on Hungary's joint venture legislation and is available 
from the U.S. Embassy in Budapest's Commercial Section, US&FCS 
Budapest, AmConGen (Budapest), APO New York, New York 09213, 
telephone in Budapest: 126-450, telex: 22-7136. 


For Further Information 


The U.S. Department of Commerce, the U.S. and Foreign 
Commercial Service, and the U.S. Embassy in Budapest all offer 
a broad range of services and information to persons interested 
in pursuing trade and investment opportunities in Hungary. 
Businesspeople are invited to contact the Commercial Section at 
the U.S. Embassy in Budapest at the above address, telephone or 
telex, or the U.S. Department of Commerce, Desk Officer for 
Hungary, Herbert C. Hoover Bldg., Room 3414, Washington, D.C. 
20230, telephone: (202) 377-2645. 








